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REPORT OF I N DEP EN DE N T C E RTI F I E D P U BLIC ACCO UN T AN TS
Blue Cross and Blue Shie ld of Florida, Inc . and Subsidiaries

Office of the CEO
To the Board of Directors of
Blue Cross and Blue Shield of Florida, Inc.,
In our opinion, the accompanying consolidated balance
sheets and the related consolidated statem ents of incom e
and comprehensive incom e and of cash flows present
fairly, in all material respects, the financial position
of Blue Cross and Blue Shield of Florida, Inc. and its
subsidiaries (the Company) at December 31, 2004 and
2003, and the results of their operations and their cash
flows for the years then ended in conformity with
accounting principles generally accepted in the United
States of Am erica. These financial statements are the
responsibility of the Company's management; our responsibility is to express an opinion on thesefinancial statements based on our audits. We conducted our audits of
First row (left to right) : Duke Livermore, Nick E. Stam, Jeannette Ekh
Second row (left to right): Charlie S. Joseph, Cyrus M . Jo/livette,
L. Joseph Grantham, Barbara H. Hunter, R. Chris Doerr,
Robert I. Lufrano, M.D.

these statements in accordance with auditing standards
generally accepted in the United States of Am erica, which
require that we plan and perform
the audit to obtain reasonable assurance about whether

Robert I. Lufrano, M.D.

Cyrus M. Jollivette

Chairman and Ch ief Executive Officer

Senior Vice President,
Public Affa irs

R. Chris Doerr

Charlie S. Joseph

Chief Financial Officer

Sen ior Vice President,
Genera l Counse l and
Corporate Secretary

Group Vice President and
Chief Information Officer

n audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in thefinancial

Senior Vice President and

Jeannette Ekh

thefinancial statem ents arefree of material misstatement.

Duke Livermore
Sen ior Vice President,

L. Joseph Grantham

Technology and

Senior Vice President and

Services Organization

statem ents, assessing the accounting principles used and
significant estimates made by management, and evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis
for our opinion.

Chief Strategy Officer

Nick E. Stam
Barbara H. Hunter

Sen ior Vice President,

Senior Vice Preside nt,

Hea lth Business

Human Services

February 22, 2005
PricewaterhouseCoopers LLP

CO N SOLID A T E D B A L AN CE SHEETS
Blue Cross and Blue Shield of Florida, Inc. an d Subs idiaries

As of Dec. 31

As of Dec . 3 1
2003

ASSETS

(in millions)

(in millions)

Investments :
Fixed maturities, ava ilable for sale

$

1,949

$

1,710

Equity securities, avai lable for sale

709

495

Security lending collateral, at cost (approximates fair value)

473

362

Cash and cash equ ivalents

268

299

3,399

2,866

Premiums and other

259

190

Reimbursable contracts

117

104

Federal Employees Health Benefits Program

299

262

Total investments
Receivables :

Total receivables
Property, equipment and computer softwa re, net
Goodwill
Deferred expenses and other assets

-

Total assets

675

556

358

355

77

77

418

353

$

4,927

$

4, 207

$

456

$

483

LIABILITIES

Liabilities for policyholders' benefits:
Claims outstanding

117

Reimbursable contracts

104

545

441

1,1 18

1,028

Premiums

163

139

Federal Employees Health Benefits Program

Policy reserves
Total liabilities for policyholders' benefits
Unearned premium income:

299

262

Accrued payroll and re lated benefits

309

321

Bank overdrafts

271

192

Accounts payable and accrued expenses

285

224

Securities lending payable

473

362

Long-term debt

149

149

3,067

2,677

1,860

1,530

Total liabilities
Comm itments and contingencies (Notes 5, 6, 8 and 10)
POLICYHOLDERS' EQUITY

Policyholders' equity (Note 12)

-

Total liabilities and policyholders' equity

The accompanying notes are an integral part of these consolidated financial statements.

- $

4,927

$

4,207

CO NS OLIDATED STATEME NTS OF I NCOME AN D COMPREHE NSIVE I NC OME
Blue Cross and Blue Shield of Florida, Inc. and Subsidiaries

For the year
ended Dec. 31

For the year
ended Dec. 31
2003

(in millions)

Premiums earned

$

(in millions)

6,071

$

5,547

4,014

3,147

(3,592)

(2,804)

6,493

5,890

124

101

Tota l revenue

6,617

5,991

Claims and medical expenses

4,781

4,327

Operating expenses

1,389

1,227

12

12

6,182

5,566

435

425

Current

157

122

Deferred

(19)

22

138

144

297

281

4

18

29

59

Amounts attributable to self-funded arrangements
Less amounts attributable to claims under self-funded arrangements
Net premiums earned

Investment and other income

Interest expense
Total expenses

Income before provision for income ta xes
Provision (benefit) for (from) income ta xes:

Total provision for incom e taxes

-Net income
-

---

Other comprehensive income:
Minimum pension liability adjustment (net of $2 m illion and $ 11 million deferred
income tax provision)
Change in net unrealized gains on investments (net of $ 18 mill ion and $37 million
in deferred income tax provision)

-

Comprehensive income

The accompanying notes are an integral part of these consolidated financial statements.

$

330

$

358

CO N SOLID A T E D S TATEMEN T S OF CASH FL O WS
Blue Cross and Blue Sh iel d of Florida, Inc. and Subsidiari es

For the year
ended Dec. 3 1

For the year
ended Dec . 31

(in millions)

(in millions)

2003
Cas h flows from operating act iv ities:
Net income

$

297

$

281

Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization

99

84

Net realized gain on sale of assets

(10)

(5)

In-kind contribution of equity securities to charitable organizations

8

7

Increase in certain assets:
Premiums and other rece ivables

(69)

(5)

Reimbursable contracts receivable

(13)

(14)

(112)

(102)

(27)

(36)

Deferred expenses and other assets
(Decrease) increase in certain liabilities:
Claims outstanding
Reimbursable contracts
Policy reserves

13

14

104

65
(8)

Unearned premium income

24

Accrued payroll and related benefits

(5)

31

Accounts payable and accrued expenses

60

(38)

369

274

1,372

1,393

Net cash provided by operating activities
Cas h fl ow s from invest ing acti v ities:
Proceeds from sales of fixed maturities
Proceeds from sales of equity securities
Cost of fixed maturities purchased
Cost of equity secu rities purchased

110

75

(1,627)

(1,609)

(258)

(127)

1

(4)

(77)

(53)

Investment in affiliate
Purchase of property, equipment and computer software

(479)

Net cash used in investing activities

---

Ca sh flow s from fi nancing acti v ities:
79

14

Net cash provided by financing activities

79

14

Net decrease in cash and cash equivalents

(31)

(37)

Bank overdrafts

-

--

Cash and cash equivalents
299

Beginn ing of year
End of year

$

336

268

$

12

$

299

Supplemental disclosures:
Interest paid

$

12

164

154

Minimum pension liabi lity adjustment

(4)

(18)

Assets acquired through capital lease

-

4

Taxes paid
Significant non-cash transactions:

The accompanying notes are an integral part of these consolidated financial statements.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Blue Cross and Blue Shield of Florida, Inc. and Subsidiaries

1. Summary of Organization and Significant Accounting Policies
Organization
Blue Cross and Blue Shield of Florida, Inc. (the Plan), a not-for-profit mutual
insurance company, offers a wide range of health insurance products including
traditional and preferred provider health insurance products, health maintenance organization products (through its wholly owned subsidiary, Health
Options, Inc. (HOI) and its controlled affiliate, Capital Health Plan, Inc.) and specialty products such as long-term care and wellness programs marketed
throughout Florida. Life and dental insurance products are marketed in Florida
by Florida Combined Life Insurance Company, Inc., a majority-owned subsidiary. Workers' compensation products are marketed by Comp Options
Insurance Company, Inc., a wholly owned subsidiary. First Coast Service
Options, Inc., a wholly owned subsidiary, is a third-party administrator for
Medicare. Navigy, Inc., a wholly owned subsidiary and its majority-owned subsidiary, Availity, LLC, work to develop innovative e-enabled business solutions
in the evolving health care industry. lncepture, Inc., a wholly owned subsidiary,
assists organizations in the health care industry in improving their business
processes. The Blue Foundation for a Healthy Florida, Inc., a not-for-profit charitable organization, serves to promote better health in the state of Florida. The
consolidated financial statements include the accounts of the aforementioned
entities (collectively, the Company) .
The Plan is an independent licensee of the Blue Cross and Blue Shield
Association (the Association). The Association owns the Blue Cross and
Blue Shield service marks and establishes national policies and sets certain
operating and financial guidelines for the independent Blue Cross and Blue
Shield Plans. The Association is not an affiliate or guarantor of the Plan.
Basis of Presentation and Principles of Consolidation
The consolidated financial statements include the accounts of the Company.
All significant intercompany transactions have been eliminated. Investments
in other companies in which less than a majority interest is held and where
the Company has significant influence over the operating and financial policies of the investee are accounted for under the equity method.
In January 2003, the FAS B issued Interpretation No. 46, Consolidation of
Variable Interest Entities, an interpretation of Accounting Research Bulletin
No. 51 (FIN 46). FIN 46 requires the consolidation of entities in which an
enterprise absorbs a majority of the entity's expected losses, receives a
majority of the entity's expected residual returns, or both, as a result of
ownership, contractual or other financial interest in the entity. In December
2003, FIN 46 was revised (FIN 46-R) to partially defer implementation of
and clarify FIN 46.
All nonpublic enterprises with va riable interests in entities created after
December 31, 2003 shall apply FIN 46-R to those entities immediately, but
shall apply FIN 46-R as of the beginning of the first annual reporting period
beginning after December 15, 2004 (January 1, 2005) for variable interest
entities (VIE) created before December 31, 2003 .
During 2001, Navigy, Inc. formed a joint venture (Availity, LLC) with HUM-eFL, Inc. to provide efficient information exchange between Florida health care
professionals and multiple health plans via a single, secure and integrated
e-health network. The joint venture was financed with $13.6 million in equity
contributions from the Company and HUM-e-FL, Inc. and an additiona l
$1 million in debt from the Company. The creditors of Availity, LLC do not
have recourse to other assets of the Company. The Company has evaluated
the effects of the provisions of FIN 46 on the accounting for its ownership in
the joint venture and determined Availity to be a VIE. As a result of the eva luation, Navigy, Inc. was deemed the primary beneficiary of the joint venture
and, accordingly, consolidated Availity, LLC in 2004. The equity interests of
Availity, LLC not owned by Navigy, Inc. are reported as a minority interest in
the accompanying consolidated financial statements, reported in accounts
payable and accrued expenses.
Certain amounts in the 2003 consolidated financial statements have been
reclassified to correspond to the 2004 presentation.
Use of Estimates
The accompanying consolidated financial statements are prepared in conformity with accounting principles generally accepted in the United States
of America (GAAP), which require the Company to use estimates and
assumptions based on actuarially accepted quantitative and/or ana lytical
methods in determ ining incurred and unreported claims, valuation of pension and other benefit plans, deferred acquisition costs, deferred income
taxes, and other various accruals. Actual resu lts cou ld differ from those
estimates.
Investments
Fixed maturities and equity securities are classified as available for sale and

carried at fair value, which is determined by a published market rate. An
impairment review of securities to determine if declines in fair value are
"other-than-temporary " is subjective and requires a high degree of judgment. The Company evaluates investment securities on a quarterly basis,
using both quantitative and qualitative factors, to determine when a decline
in value is "other-than-temporary." Such factors considered include the
length of time and the extent to which a security's fair value has been less
than its cost, financial condition and near term prospects of the issuer, and
forecasted economic, market or industry trends. If any decline is determined
to be "other-than-temporary," the losses are charged to earnings when the
determ ination is made.
Cash and cash equivalents consist of federal agency notes, money market
funds, overnight repurchase agreements, high quality corporate debt issu es,
and demand deposits with a maturity, when purchased, of less than ninety
days. These investments are carried at cost, which approximates fair value.
Realized investment gains and losses result from sales and investment
asset write-downs are calculated on a first-in first-out basis of identification
and are included in investment and other incom e. Unrealized gains and
losses on investments carried at fa ir va lue are included in accumulated
and other comprehensive income, net of deferred income taxes.
Securities Lending Collateral and Securities Lending Payable
The Company, with the permission of the Florida Office of Insurance
Regulation (01 R) retains an agent to manage a securities lending collateral
portfolio. Under the Company's securities lending policy, all marketable
securities may be loaned, except for municipal and private placement
bonds. The terms of the loan agreement require collateral in the form of
cash or money market securities to be at a market value equal to, or
greater than, 102% of the market va lue of the loaned security. A minimum
collateral value of 105% is necessary for collateral with a different denomination of currency from that of the loaned security. As of December 31,
2004 and 2003, the Company had $462 million and $354 million, respectively, in securities loaned under this policy with pledged collateral at a market value of $473 million and $362 million, respectively. This collateral was
invested in cash equivalents of $452 million and $362 million and money
markets of $21 million and $0 million in 2004 and 2003, respectively.
Income earned on invested col lateral, net of expenses, is recorded in
investment and other income.
Concentration of Credit Risk
Investments in cash are held in interest bearing deposits with major banks
and generally exceed federally insured amounts. The financial stability of
these institutions is reviewed on a continuous basis. Credit losses are not
anticipated. Fixed maturity marketable investments are diversified and
include primarily investment grade securities, with a small percentage of
below investment grade securities. These investments are rated at the time
of purchase by nationally recognized statistical rating organizations, and the
credit ratings are continuously reviewed. Because of the higher yields and
the inherent credit risk associated with below investment grade securities,
gains or losses from such investments could affect future results. However,
management does not expect such gains or losses to be material.
Diversification is enforced by limiting individual non-government issues to no
more than 5% of the portfolio.
Revenue Recognition
All of the Company's individual and certain group contracts provide for the individual or the group to be fully insured. Premiums for these contracts are billed in
advance of coverage periods and recognized as revenue ratably over the period of
service or coverage. Other revenue is recognized in income when earned.
Certain other group contracts provide for the group to be at risk for all or a portion of their claims experience. Some of these self-funded groups purchase
aggregate and/or specific stop-loss coverage. In exchange for a premium, the
group's aggregate liability or the group's liability on any individual member is
capped for the contract year for all claims paid . The Company charges selffunded groups an administrative fee, which is based on the number of members in a group and the group's claims experience. Under the Company's selffunded arrangements, amounts due are recognized based on incurred claims
plus administrative and other fees and any stop-loss premiums. In addition,
accounts for certain self-funded groups are charged or credited with interest
expense or income as provided by the groups' contracts.
Operating expenses are allocated to various lines of business and subsidiaries in order to determine the expense reimbursement due
from Medicare, where the Company acts as a fiscal intermediary.
Reimbursements of $150 and $147 million for the years ended 2004 and
2003, respectively, (which approximate the cost of administering these programs) were included in revenue. The actual cost of administration

is included in operating expenses. Reimbursements and claim payments
are subject to audit by the respective agencies and any resulting adjustments are reflected in current operations. In connection with this fiscal
intermediary contract and expense reimbursement arrangement,
the Company processed 93 million claims totaling $16 billion in 2004 and
84 million claims totaling $14 billion in 2003.
Receivables
Receivables are reported net of an allowance for estimated uncollectible
amounts of $18 million and $20 million at December 31, 2004 and 2003,
respectively, based upon a percentage of aged receivables and management's judgment of collectibility. Factors influencing management's judgment include: age of receivable, terms of the contract, historical write-offs,
financial status of debtor and other circumstances. The Company records its
proportional share of unearned premium reserves and related receivables for
the Federal Employees Health Benefits Program (FEP). None of the
accounts receivable are held for sale.

Premium receivables are billed in advance of the coverage period and are
generally due on the first day of the coverage period. Premium receivables
are aged based on the due date and are considered delinquent after thirty
days. Some delinquent accounts are referred to outside collection agencies
for final collection efforts. All delinquent accounts are pursued for a reasonable period of time until further collection efforts appear of no value and are
then written off. Although collection efforts may continue, premium
accounts receivable, delinquent more than 90 days, are fully reserved.
Property, Equipment and Computer Software
Property, equipment and computer software are recorded at cost.
Depreciation and amortization are computed on the straight-line method over
the estimated useful lives of the related assets, which range from three to
thirty-nine years. Property, equipment and computer software are reviewed
for possible impairment whenever events or changes in circumstances ind icate the carrying amount may not be recoverable. No material losses were
incurred as a resu lt of this review.

Computer software costs consist of costs to purchase and develop software.
The Company capitalizes internally developed software costs on a project-byproject basis in accordance with Statement of Position (SOP) 98-1,
Accounting for the Costs of Computer Software Developed or Obtained for
Internal Use. Amortization of capitalized software is computed on an item-byitem basis over a period of three to seven years, depending on the useful life
of the related software.
Deferred Expenses and Other Assets
The costs of acquiring new business, principally direct marketing expenses,
certain expenses of policy issuance and underwriting for certain products
have been deferred. These expenses vary, and are primarily related to the
production of Individual Under 65 non-HMO and certain Medicare supplemental products. The deferred acquisition costs of $109 million and $91 million, net of accumulated amortization, at December 31, 2004 and 2003,
respectively, are included in deferred expenses. Deferred acquisition assets
are amortized over the expected premium-paying period of the related policies . Amortization expense charged to operations for 2004 and 2003 was
$23 million and $15 million, respectively.

The Company purchases variable universal life insurance policies to facilitate
the funding of an unqualified supplemental pension plan and certain other
non-qualified deferred compensation benefits and is the sole owner and
beneficiary of such policies. The cash surrender value of these policies was
$118 million and $91 million at December 31, 2004 and 2003, respectively.
The remaining deferred expenses and other assets were primarily comprised of deferred income tax assets, the prepaid pension asset (see Note
5) and prepaid expenses. The Company records software licensing and
maintenance agreements as prepaid expenses and amortizes them over
the term of the contract, which is generally three years .

Policy reserves for health insurance are established to reflect that current
premiums include a component to pre-fund future claims. The liabilities for
policy reserves are recognized on a net leve l premium method based on
assumptions deemed appropriate for the year of contract issuance as to
future investment yield, mortality, morbidity, and withdrawals, including
margins for adverse deviation. The liabilities are periodically analyzed for
sufficiency using the gross premium valuation method without margin for
adverse deviation. Interest assumptions are consistent with yield rates .
Mortality, morbidity, and withdrawal assumptions are based on recognized
actuarial tables or Company experience, as appropriate. Health policy
reserves are calculated using mid-terminal reserve factors. The assumed
investment yield for these policy reserves was 6% in 2004 and 2003.
Policy benefit claims and changes in reserves are charged to expense in
the year incurred.
The liabilities for reimbursed contracts and alternative funding arrangements
(FEP and national accounts) are also established as receivables.
Accrued Payroll and Related Benefits
Accrued payroll and related benefits contain accrued liabilities related to
wages, salaries, paid time off, pension, postretirement and postemployment benefits.
Guaranty Fund Assessments
Under Florida law, the Company is subject to state guaranty fund assessments, the purpose of which is to collect money from solvent insurance
companies to cover certain losses resulting from the insolvency or rehabilitation of other insurance companies. The Company's policy is to recognize
its obligation for guaranty fund assessments when it becomes aware
insolvency has occurred for which the Company will be assessed.
Income Taxes
The Company files consolidated federa l and state income tax returns with
its 80% or more owned subsidiaries. The Company provides for income
taxes in accordance with SFAS No. 109, Accounting for Income Taxes .
Under SFAS No. 109, deferred tax assets and liabilities are determined
based on the difference between the financia l statement and tax bases of
assets and liabilities using currently enacted tax rates and laws in effect for
the years in which the differences are expected to reverse.
Accumulated and Other Comprehensive Income
Comprehensive income includes both net income and other comprehensive income. Other comprehensive income and accumulated other comprehensive income consist of net unrealized gains on investments and minimum pension liability adjustments. Policyholders' equity at December 31,
2004 and 2003 includes accumulated other comprehensive income components as follows:
Minimum
Net Unrealized Gains
Pension Liability
on Investments, Net of
Deferred Income Taxes
Adjustment
(in millions)

Balance at December
Current period change,
deferred income taxes
Balance at December
Current period change,
deferred income taxes

$

31, 2002
net of
31, 2003
net of

$

Balance at December 31, 2004

$

35

(23)

59
94

18
(5)

29

4
$

123

(1)

2. Invest ments Available for Sale

Investments available for sale at December 31, 2004 and 2003 are summarized as follows:
2004

Goodwill
Goodwill represents the excess of the purchase price over fair value of net
assets at date of acquisition. Annual impairment testing of goodwill was
performed in 2004 and 2003 as required by SFAS No. 142, Goodwill and
Other Intangible Assets, resulting in no impairment losses for either year.

Gross
Gross
Fair
Amortized Unrealized Unrealized
Value
Gains
Losses
Cost
(in millions)
Fixed maturities:
$ 487
$
$
6
1
U.S. Gove rnment & Agencies $ 482
1
413
6
M ortgage-backed securities
408

Liability for Policyholders' Benefits
The Company accrues for incurred but not reported claims based on historical paid and incurred claims data using actuarially accepted methods. The
assumptions used in determining the liability are regularly reviewed and
any adjustment resulting from these reviews is reflected in current estimates. Processing costs related to such claims are accrued and reported in
accounts payable and accrued expenses. See Note 4 for an analysis of
changes in the liability for claims outstanding and unpaid claims adjustment
expenses.

Public uti lities
Corporate
Municipals
Other
Tota l f ixed matu rit ies
E ~ securities

33
587
282
117

1
18
11
3

1,909
550
$2,459

45
161
$ 206

-

1
1

34
604
292
119

5
2

1,949
709

7

$2,658

1

$

2003
Gross
Gross
Fair
Amortized Unrealized Unrealized
Cost
Gains
Losses
Value
(in millions)

Fi xed maturities:
U.S. Governm ent & Agencies $ 500
382
M ortgage-ba cked securities
31
Public ut ilit ies
Corporate
424
Municipa ls
219
Other
99
1,655
Total fi xed m atu rities
398
E~
securities
$2, 053

$

$

11
6
2
24
13
3
59
98

$ 157

$

$

2

509
387
33
447
232
102

4
1

1, 7 10
495

5

$2,205

As of December 31, 2004 and 2003, $1,833 million or 94% and $1,710 million
or 100 %, respectively, of the fixed maturities in the Company's portfolio were
investment grade (Baa and above, or equivalent). As of December 31, 2004,
$116 mil lion were below investment grade. As of December 31, 2003, the
Company held no fixed maturities below investment grade .
In November 2003, the FASB ratified a consensus of the Emerging Issues
Task Force requiring additional disclosures under EITF 03-1, The Meaning of
Other-than-Temporary Impairment and Its Application to Certain Investments,
to be applied prospectively to financial statements for fiscal years ending after
December 15, 2003, to facilitate analysis of a company's unrealized losses
and a better understanding of the basis for management's conclusions on
im pairment of certain investment securities .
As of December 31, 2004 and 2003, fixed maturities and equity securities
with a decline in fair value below amortized cost were as follows, including
the length of time of such decline:

2004
Amortized
Cost

One year or less:
Fixed maturities:
Investment grade
Below investment grade
E~
securities
Total
More than one year:
Fixed maturities:
Investment grade
Below investme nt grade
E~
securities
Tota l

$ 496

Fair
Value
(in millions)

$ 492

-

Gross
Unrealized
Losses

$

52

$

2003
Amortized
Cost

One year or less:
Fixed maturities:
Investment grade
Below investment grade
E~
securities
Tota l
M ore than one year:
Fixed maturities:
Investment grade
Below investme nt grade
E~
securities
Total

$

8

$

18

18

737

746

663

683

600
156
1,501
408

618
164
1,536
413

485
107
1,273
382

509
113
1,323
387

$1,909

$1 ,949

$1,655

$ 1,7 10

Proceeds from sales of investments during 2004 and 2003 were $1,482
million and $1,468 million, respective ly. Gross gains of $35 million and
$38 million and gross losses of $11 million and $20 million were real ized
on those sales in 2004 and 2003, respectively. Realized gross losses of
$2 million in 2004 and $16 million in 2003 resulted from the sa le or writedown of securities deemed "other-than-temporarily" impaired.

3. Property, Equipment and Computer Software
Property, equipment and computer software consisted of the fo llowing
at December 31:

2004

2003

(in millions)

$
Land
Bu ildings and im prove m ents
Equipm ent
Comf?_ut er software
Tota l property, equ ipment and computer softw are
Less accumu lated def?_reciation and am ortization

20
211
227
304
762
(404)

$

19
207
208
259
693
(338)

Gross
Fair
Unrealized
Value
Losses
(in millions)

$

$ 3 13

$ 310

21
$ 334

20
$ 330

$

$

11

$

10

$

$

11

$

10

$

$ 358

$ 355

The Company capita li zes interest incurred on funds used to construct property, equipment and computer software. The capitalized interest is recorded as part of the asset to which it relates and is amortized over the asset's
useful life. Interest cost capitalized was $1 million for each of the years
ended December 31, 2004 and 2003.

-

$

$

Depreciat ion and amortization expense for 2004 and 2003 was $75 million
and $68 mill ion, of which $44 million and $39 mi llion, respectively, was
related to computer software. Internally developed software of $31 million
and $20 mill ion in 2004 and 2003, respectively, was capitalized .

$

53

8

2
6

$

$

Mortgage-backed securit ies

$

Fair
Value

Net property, equ ipm ent and com puter software

$

52

Due in one yea r or less
Due after one year
t hrough five years
Due after fi ve years
t hrough 10 years
Due aft er 10 }'.ears

2003
Fair
Amortized
Value
Cost
(in millions)

4

26
$ 518

-

2004
Amortized
Cost

$

-

28
$ 524

53

The amortized cost and fair value of fixed maturities at December 31, 2004
and 2003 by contractual maturity are shown below. Expected maturities
differ from contractual maturities because borrowers may have t he right
to call or prepay obligations with or without call or prepayment penalties.

4. Liability for Claims Outstanding and Unpaid Claims
Adjustment Expenses
Activity in the liabil ity for claims outstanding and unpaid claims adjustment
expenses is summarized as follows for the years ended December 31,
2004 and 2003:

3

2004

2003

(in millions)
4

Securities with gross unrealized losses for a period of less than twelve
months were not considered "other-than-temporarily" impaired due to the
short duration, low magn itude of the losses and potential for their recovery
withi n a reasonable period of time. Equity securities are either Standard &
Poor's 500 or Russell 2000 stocks held in indexed accounts. Securities with
gross unrealized losses for a period greater than twelve months primari ly
relate to high investment grade qual ity fixed maturities and were not considered "other-than-temporarily" impaired due to the low magnitude of the
losses or indications of recovery, including that collection of contractual
amounts due is probable.
Policyholders' equity at December 31, 2004 includes $123 million of net
unrealized gains on investments, net of deferred income taxes of $76 million.
Policyholders' equity at December 31, 2003 includes $94 million of net unrealized gains on investments, net of deferred income taxes of $58 mi llion.

Balance at January 1
Incurred re lated to :
Curre nt yea r
Prior y ears
Tota l incurred
Pa id related to :
Current year
Prior y ears
Total f?_aid
Balance at December 31

$

503
3,671
(70)
3,601

3,224
405
3,629
$
475

$

54 1
3,429
(58)
3,37 1

2,961
448
3,409
$ 503

The balances at December 31, 2004 and 2003 include unpaid claims adjustment expenses of $19 million and $20 million, respective ly. These amounts
are incl uded in accounts payable and accrued expenses on the consolidated ba lance sheets.
As noted in the above schedule, the decrease in prior years' reserves of
$70 million for 2004 was primarily the result of changes in estimates due to
a slowing medical cost trend, and the $58 mi ll ion decrease for 2003 was
primarily the result of changes in estimates due to a slowing medical cost
trend and reduction of aged claims that emerged as compared to historical
levels. These estimates are reviewed regularly by management and annually

by an independent consulting actuary, and are adjusted as necessary as
new information becomes known . Such adjustments are included in current operations.

5. Benefit Plans
The Company participates in a defined benefit, non-contributory pension plan
covering substantially all of its employees . The plan provides benefits based
on years of service and the employee's compensation in the years immediately preceding retirement. The plan is funded through the Blue Cross and Blue
Shield National Retirement Trust ("Trust"), a collective investment trust that
services the retirement programs of its participating employers.

Benefit cost
$
Increase (decrease) in m inimum
liability included in other
comprehensive income
Employer contributions
$
Benefits paid

50

(6)
62
49

$

41

$

10

$

9

$

18
4

$

19
4

(29)
96
$

48

For financial reporting purposes, a pension plan is considered under funded
when the fair value of plan assets is less than the accumulated benefit obligation. The defined benefit plan had assets in excess of the accumulated
benefit obligation at December 31 , 2004 and 2003 . The Company's funding
policy with respect to the defined benefit plan is to meet the minimum
requirements of applicable regulations within the limits of deductibility under
current tax regulations. In conformity with that policy, the Company made
additional contributions in 2004 and 2003 .

The basis used to determine the overall expected long-term rate of return
on pension assets assumption is an analysis of the historical rate of return
for a portfolio with a simi lar asset allocation. The assumed long-term asset
allocation for the plan is indicated in the table below. Using historical investment returns, the plan's expected asset mix, and adjusting for the difference between expected inflation and historical inflation, the 25th to 75th
percentile range of annual rate of returns is 7.1 % - 8.9%. The Company
selected a rate from within this range of 8.00% (8.50% for 2003), which
reflects management's judgment of the best estimate for this assumption
based on the historical data described above, information on the historical
returns on assets invested in the pension trust, and expected future conditions . This rate is net of both investment related expenses and a 0.25%
reduction for other administrative expenses charged to the Trust.

In addition to the defined benefit plan, there is a non-qualified, unfunded,
supplemental pension plan. Assets have been set aside in a Rabbi Trust
to informally fund the plan . These assets, which are subject to the claims
of the Company's creditors, are primarily invested in company-owned life
insurance, the cash value of which is classified as other assets in the
accompanying consolidated balance sheets.

The expected long-term rate of return on postretirement assets is estimated based on the development of a forecast of risk and return for each individual asset class using a variety of quantitative and statistical methodologies. Historical return patterns and correlation, consensus return forecasts
and other relevant financial factors are analyzed to check for reasonability
and appropriateness.

The Company also provides certain health care and life insurance benefits
to eligible retired employees. Generally, the health care coverages pay a
percentage of most medical expenses reduced for any deductibles and
payments made by government programs and other group coverages.
Those covered by the HM O plan have authorized care fully covered except
for requ ired co-payments. Life payments are generally provided by insurance
contract s. The Company makes contributions to a Voluntary Employees
Beneficiary Association (VEBA) for the funding of the postretirement health
care benefits.

The health care cost trend rates utilized to project postretiree medical obligations for 2004 are assumed to be 9.0% declining to 5.0% in 2009. The health
care cost trend rates for 2003 were assumed to be 10.0% declining to 5.0%
in 2007 . The effect of a 1% increase in the assumed health care cost trend
rate increased the Accumulated Postretirement Benefit Obligation (APBO)
approximately 4.9% and 3.3% at December 31, 2004 and 2003, respectively.
The effect of a 1% decrease in the assumed health care cost trend rate
decreased the APBO approximately 4.3 % and 2.9% at December 31, 2004
and 2003, respectively.

The Company measures the assets and obligations of its pension and other
postretirement benefit plans as of December 31 of each year. The following
tables detai l the components of the pension plans combined and other
benefits, including the projected benefit obligation in excess of plan assets,
the accrued benefit liability recognized in the Company's consolidated financial statements at December 31, 2004 and 2003, and major assumptions
used to determine t hese amounts .

Qualified pension plan and postretirement plan asset allocations as of
December 31, 2004 and December 31, 2003 are as follows:

Qualified and Non-Qualified
Pension Benefits

2004

Accumu lated benefit obligation
Projected benefit obligation/
Expected postretire ment
benefit obligation
Fair value of [2lan asset s
Projected benefit obligation
in excess of plan assets

$ 431

$ 562

443
$ (119)

2003

Postretirement
Benefits

2003

2004

(in millions)
$
$ 376

-

$ 105
28

(78)

$ (77)

$ 122

$ (144)

$

Total recogn ized amounts in
the consolidated ba lance
sheets consist of:
$
$ 59
$ Prepaid asset
86
(31)
(67)
(46 )
Accrued benefit liabi lity
4
3
Intangible asset
Accumulated other
3
9
com[2rehensive income
Net amount recogn ized in the
$ (67)
$ 26
consolidated balance sheets $ 61
Weighted-average assumptions
used to determin e benefit
obligation as of December 31 :
5.75%
6.25%
5.75%
Discount rate
Rate of compensation
3.00%--6.50% 3.00 %-6.50% N/A
increase
Weighted-average assumptions used
t o determine net periodic benefit cost
for years ended December 31:
6.25%
6.25%
6.25%
Discount rate
8.00%
Expected return on plan assets 8.00%
8.50%
Rate of compensation
3.00%--6.50% 3.00%-6.50% N / A
increase

2003

(as of December 31)

Asset Category:
Equity securities
Debt securities
Rea l estate
Other
Total

62%
28%
8%
2%
100%

62%
29%
4%
5%
100 %

Postretirement Plan Assets

2004

2003

(as of December 31)

41 %
26%
33% (2)
100%

100 % (1)
100 %

$

44

$ 509
365

Pension Plan Assets

2004

(1) As of December 31, 2003, all VEBA assets were temporarily invested
in a short-term tax-exempt municipal bond money market fund , while a
long-term investment strategy was being developed.
(2) As of December 31 , 2004 the 2004 contribution was temporarily
invested in a short-term tax-exempt municipal bond money market fund.
The Company has developed guide lines for asset allocation. As of the
December 31, 2004 measurement date, the range of target asset allocation
percentages are as follows:

$

Pension Target Allocation
Maximum
Minimum

(76)

Postretirement Target Allocation
Minimum
Maximum

$ (76)

Asset Category:
Equity securit ies
Debt securities
Real estate
Other

6.25%

The investment program for the Trust is based on the precepts of capital market
theory that are generally accepted and followed by institutional investors, who
by definition are long-term oriented investors. This philosophy holds that

N/A

(1) Increasing risk is rewarded with compensating returns over time
and therefore, prudent risk taking is justifiable for long-term investors.

53%
26%
4%

-

67%
36%
12%
4%

40%
20%

80%
60%

-

10%

(2) Risk can be controlled through diversification of asset classes and
investment approaches as well as diversification of individual securities.
6.25%
8.00 %
N/A

(3) Risk is reduced by time, and over time the relative performance of
different asset classes is reasonably consistent. Over the long term, equity
investments have provided and should continue to provide superior returns
over other security types. Fixed-income securities can dampen volatility and
provide liquidity in periods of depressed economic activity.

(4) The strategic or long-term allocation of assets among various asset
classes is an important driver of long-term returns.
(5) Re lative performance of various asset classes is unpredictable in
the short term and attempts to shift tactically between asset classes are
unlikely to be rewarded .
Investments will be made for the sole interest of the participants and beneficiaries of the programs participating in the Trust. Accordingly, the assets of
the Trust shall be invested in accordance with these objectives:
(1) To ensure assets are available to meet current and future obligations
of the participating programs when due.
(2) To earn a minimum rate of return no less than the actuarial interest rate.
(3) To earn the maximum return that can be realistically achieved in the
markets over the long-term at a specified and cont rolled level of risk in
order to minimize future contributions.
(4) To invest the assets with the care, skill and diligence that a prudent person
acting in a like capacity would undertake, with the objective of controlling the
costs involved with administering and managing the investments of the Trust.
The primary investment objective for the VEBA for postretirement assets
is to generate returns over three to five year periods consistent with
pension assets and other long-term postretirement employee benefit plans.
The current long-term target asset mix is 60 % equities and 40% fixed
income. The VEBA plan objectives incorporate both long-term expectations
for individual asset class returns and projected growth rates of employee
ben efit expenses. Actual investment results may deviate from expectations
over shorter t ime periods. The VEBA plan is willing to tolerate short-term
volatility of investment returns to achieve its long-term investment
objectives. The impact of taxat ion on the VEBA plan is also considered.
The expected benefit payments for the Company's pension and
post retirement plans for the years indicated are as fol lows:
Expected Benefit
Payments

2005
2006
2007
2008
2009
20 10-201 4
Tota l

Pension
(in m illions)
$
16

21
25
31
40
263
$ 396

Other Postretirement Benefits
(in millions)
$
4

$

4
4
5
6
39
62

The Company anticipates that it will make cash contributions in 2005 of
$66 million to the qualified pension plan and $18 million to the postretirement
plan. Expected contributions are dependent on many variables, including the
variability of the market value of the assets as compared to the obligation and
other market or regulatory conditions. The Company takes into consideration
its business investment opportunities and resulting cash requirements.
Accordingly, actual funding may differ from current estimates.
On December 8, 2003, t he Medicare Prescription Drug, Improvement and
Modernization Act of 2003 was signed into law. The Act allows employers
who offer actuarially equivalent prescription drug benefits to retirees to
receive a federal subsidy sta rt ing in 2006.
Actuarial equivalence of the program's prescription drug benefit is determined based on a two prong test on an individual basis. The actuarial
valu es of the prescription drug coverage are based on national statistics
publi shed in a standa rdized rating manual and then adjusted to reflect drug
utilization for the Company. Based on these values, it is assumed that al l
January 1, 1994 grandfathered retirees and post January 1, 1994 ret irees
who meet a minimum threshold are eligible for a subsidy through 2031.
After 2031, it is assumed that coverage for these retirees will no longer
pass equivalence. It is further assumed that post January 1, 1994 retirees
not meeting the minimum threshold will not be eligible for the subsidy.
The Company's calculation of the 2004 postretirement welfare benefit
obl igation accounts for t he subsidy as an actuarial gain and results in
a $948,035 decrease in benefit obligation as of January 1, 2004.
In addition, the 2004 net periodic cost was reduced by $150,267.
The Company also provides certain postemployment benefits, such as
disability coverage, to former or inactive employees during the time period
followin g employment, but before retirement. The accrued liabi lity for these
benefits was $16 million and $15 million as of December 31, 2004 and
2003, respectively.
The Company has a savings plan under Section 401 (k) of the Internal
Revenue Code for eligible employees . The savings plan is designed to

provide eligible employees an opportunity for saving for their retirement to
supplement benefits provided under the Federal Social Security Act as well
as other benefits. The savings plan allows employees to defer up to 25% of
their income on a pretax basis through contributions to the plan . Employee
contributions vest immediately. Employees enrolled under the traditional
defined benefit pension formula will receive an employer matching contribution of 50% of the salary deduction up to 6%. Matching contributions paid by
the Company vest over four years. Employees enrolled under the new pension equity formula will receive an employer matching contribution of 100%
of the salary deduction on the first 3% contributed, and 50% of the salary
deduction on the next 2% contributed. Matching contributions paid
by the Company vest immediately. For the years ended December 31, 2004
and 2003, the Company recorded expense for the matching contributions
of approximately $12 million and $10 million, respectively.
The Company offers a non-qualified deferred compensation plan to a select
group of participants to defer compensation within the meaning of ERISA
Sections 201 (2), 301 (a)(3) and 401 (a)(1 ). These assets are set aside in a Rabbi
Trust to informally fund the plan. These assets, which are subject to the
claims of the Company's creditors, are primarily invested in company-owned
life insurance, the cash value of which is classified as other assets in the
accompanying consolidated balance sheets.
On November 3, 2003, the Company offered special benefits to its employees in connection with their voluntary termination of employment for
a short period of time (until December 19, 2003), which was accepted by
147 employees. In 2004, special termination benefits of $6 million were paid
under this program. Special termination benefits of $3 million and $11 million
were paid in 2004 and 2003, respectively, under a similar voluntary termination
of employment program offered on November 1, 2002 .

6. Operat ing Leases
The Company leases office and warehouse space; data processing and
office equipment; and vehicles under non-cancelable leases, which expire
on various dates through 2009 and thereafter. In most cases, management
expects that in the normal course of business, leases will be renewed
or replaced by other leases. Rental expense for 2004 and 2003 was
$45 million and $46 million, respectively.
The following is a schedule of future minimum rental payments due under
operating leases that have initial or remaining non-cancelable lease terms in
excess of one year:

Year end ing December 31
2005
2006
2007
2008
2009
Th ereafter
Tota l

Minimum Rental Commitments
(in millions)
$ .31

$

25
13
9
5
8
91

7. Relat ed Party Transactions
The Plan provides working and development capital as needed to its
subsidiaries. Pursuant to Florida Statutes 641 .225 and 641 .285, the Plan is
a guaranteeing organization for Health Options, Inc., Health Options Connect,
Inc., Capital Health Plan, Inc. and Health Options Diversified, Inc. In addition,
the Plan has entered into a conditional guarantee with First Coast Service
Options, Inc. for certain capitalization requirements . See Note 10 for
guarantee of a related party under government contracts.
During 2003, the Plan and Comp Options, Inc. (COi) entered into a reinsurance
arrangement for workers' compensation, which includes both excess of loss
and quota share provisions. Under the excess-of-loss provision, the Plan
assumes the amount by which COi's ultimate medical net loss exceeds the
first $200 thousand, but shall never exceed $4.8 million, per occurrence, in
exchange for 4% of COi's written premium. The quota share provision applies
to new and renewal policies which end on and after January 1, 2003 and
applies to medical losses resulting from occurrences on and after January 1,
2003. The effects of this arrangement are eliminated in consolidation.

8. Income Taxes
The components of the Company's deferred tax assets and liabilities at
December 31, 2004 and 2003, respectively, are as follows:

2004
Gross deferred tax assets :
Accrued expenses
Other liabil iti es and reserves

2003
(in millions)

$

92
160

$

93
123

Investment losses
Prope rty and equ ipment
Other

1
13
$ 274

1
13
4
$ 234

76
45
15
59
8

58
39
17
47
7

8

Gross deferred tax liab ilities:
Unrea lized gains on investments
Software
Reserves
Benefit plans
Prepa id expenses
Policy acquisition costs
Other

8
13
$ 224

Net deferred ta x asset

15
$ 183
$

50

$

51

The IRS completed its examination of the Company's federal income tax
returns for all years through 1999. The Company is currently appealing certain
adjustment s. In addition, the IRS is examining the Company's federal income
tax returns for the years 2000 and 2001 . In the opinion of management, the
Company has made adequate provision for income taxes that may become
payable wit h respect to these years.
Reconcili ation of the differences betwee n income taxes compute d at statutory federal rates and the consolid ated provision for income taxes for 2004
and 2003 is as follows:
2004
Amount

Income taxes computed
at statutory fed era l tax rate
State tax provision, net of
federal income tax benefit
Tax-exem r2t income
Provision for income taxes
at effective tax rates

$

$

2003
Rate
Amount
(in millions)

152

35%

12
(26)

3
(6)

138

32%
--

$

Rate

149

35 %

14
(1 9)
$

144

3
(4)
34 %

9. Statutory Reporting
The Plan and certain subsidiaries are domiciled in the state of Florida and
required to prepare their statutory financial statements in accordance with the
NAIC Accounting Practices and Procedures Manual, subject to any deviations
prescribed or permitted by the State of Florida Insurance Commission er, the
basis for statutory accounting practices (SAP). These financial statements,
which are subject to examination by the OIR, differ from generally accepted
accounting principles under which the accompanying consolidated financial
statements have been prepared. Significant differences resulting from these
accounting practices include certain investment valuation reserves and certain
claim reserves recognized under statutory accounting, certain assets not recognized under statutory accounting practices, and surplus note classification.
Net income and surplus of the Plan on the basis of SAP is as fol lows :
Unaudited

2004
Statutory Accounting Practices :
Net income
Surplus

2003
(in millions)

$

218
1,423

$

289
1,246

The Plan is requ ired by the OIR to maintain statutory capital and surplus
(excluding goodwill) of at least 10% of total liabilities (less taxes, expenses,
and other obligations due or accrued) or $148 million and $121 million as of
December 31, 2004 and 2003, respectively.
The Plan and certain subsidiaries are subject to Risk-Based Capita l (R BC)
requirements as specified by the NAIC. Under those requirements, the
amount of surplus maintained by an insurer is to be determined based on
the amounts and types of risk inherent in the product mix, investment portfolio, and general business and credit risk. As of December 31, 2004 and
2003, the Plan and those subsidiaries exceeded the RBC requirements.
10. Guarantees, Commitments and Contingencies
Guarantees
FASB Interpretation No. 45, Guarantor's Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others (FIN 45), requires that upon issuance of a guarantee, the entity must recognize a liability for the fair value of the obligation it
assumes under that guarantee. FIN 45 requires disclosure about each guarantee even if the likelihood of the guarantor's having to make any payments under the guarantee is remote.
As a licensee of the Association, the Company participates in the BlueCard

program which may result in an obligation to providers within the Company's
service area for certain covered services provided to members of other Blue
Cross and/or Blue Shield organizations in the event the other Blue Cross
and/or Blue Shield organization does not pay timely. Under the BlueCard program, the Company is permitted to seek and promptly receive reimbursement
from the other Blue Cross and/or Blue Shield organization for all amounts paid
for covered services provided on their behalf.
The Company has entered into agreements with certain ASO
(Administrative Service Only) customers in which a subcontractor makes
the claim payments. The Company has in turn guaranteed payment under
the terms of the ag reement with its subcontractor for claim payments
made on behalf of the Company but not reimbursed by the ASO custom er.
In addition, the Company may be subject to the payment of related late
fees. The Company or subcontractor holds deposits from certain of these
ASO customers in order to mitigate such payment obligations. The
Company believes its maximum exposure under such guarantees, net of
deposit amounts held, was approximately $23 million and $15 million at
December 31, 2004 and 2003, respectively. The liability recorded, approximating the fair value of such guarantees, was significantly less than $1 million at December 3 1, 2004 and 2003.
The Com pany has an agreement with a certain bank for the processing
of claim payments for certain ASO customers . The bank maintains an
accou nt for each ASO customer in order to fund the ASO customer's
claims. The customer is responsible for funding the account prior to the
release of the cl aim payments made by the Company. In the agreement
with t he bank, the Company guarantees it will make good on any claim
payment ch eck presented to and cleared by the bank in the event the AS O
customer does not honor the check or fund the account. The Company
believes the aggregate maximum exposure under this guarantee is
$2 million and $5 million at December 31, 2004 and 2003, respectively. Th e
Company beli eves it has limited its exposure to this guarantee by performing credit verification of these customers and also by utilizing its right to
su spend the payment of claims for ASO customers that have not adequately fund ed their account.
In the ordinary course of business, the Company contracts with numerous
parties, including, for example, physicians and other medical providers, vendors, consultants and agreements for other services, which contain indemnification provisions or payment terms, including incentive payments contingent upon quality of service and effective case management. Certain of
these cont ractual arrangements, that were completed or modified since
Decem ber 3 1, 2002, conta in indemnification provis ions or payment terms
which m eet the definition of a guarant ee in accordance with FIN 45. W hile
the value of such guarantees, individually or in the aggregate are, in many
instances, inherently impossible to predict, the Company does not believe
these obligations will likely have a material impact on its financia l position,
results of operations or cash flows .
Government Contracts
The Company serves as a fiscal intermediary and carrier for Medicare Parts
A and B. Addit ionally, as a Blue Cross and Blue Shield licensee, the
Company also participates in the Federal Employee Program (FEP), through
a nationwide contract with the U.S. Office of Personnel Management
under the Federal Employees Health Benefits Program, to provide coverage to certain fede ral employees, retirees and dependents. As such, the
Company receives reimbursement for certa in administrative costs and
medical expenditures that are subject to review by the federa l government.
The laws and regulations governing Medicare and FEP contractors are
complex, subject to interpretation, and can expose contractors to penalties
for non-compliance. W hile the Company believes it is currently in compliance, in all material respects, with the laws and regulations governing fiscal
intermediaries, carriers, and FEP Plans, the Company is subject to routine
and ongoing reviews by the federal government, or its agents, regarding
activities under these programs.
As of April 13, 2004, final agreements were executed between the Plan,
the Association, and the Centers for Medicare and Medicaid Services
(CMS), whereby the Federal Government and the Association consented to
the transfer of the Plan's Medicare contracts and operations to one of its
wholly owned subsidiaries, First Coast Services Options, Inc., retroactively
effective to October 31, 2003. As a condition of these agreements, the
Plan agreed to guarantee certain aspects of the wholly owned subsidiary's
performance and re lated liabil ity under the Medicare contracts. Under the
performance guarantee, the Plan has agreed to guarantee until September
30, 2006, the performance of the contract obligations that the subsidiary
assumed . For the duration of the Medicare contracts, the Plan also agreed
to guarantee the payment of liabilities as a result of certain judgments or
settlements arising from performance of the Medicare contracts; the Plan's
obligation under this financial guarantee is generally limited to 20 % of the
administrative costs of the contracts for the applicable federal fiscal year.
The Plan's management believes that its subsidiary will fu lfill its commit-

commitments to the CMS under the Medicare contracts and the Plan will
not be required to perform under these guarantees.
Effective June 1, 2004, the Plan and its subsidiary, HOI, became card sponsors for the Medicare Prescription Drug Discount and Transitional
Assistance Program (the "Program"), which was enacted into law in
December 2003 as part of the Medicare Modernization Act of 2003 . This
voluntary program was provided in order to give imm ediate relief to
Medicare beneficiaries to help reduce their costs for prescriptions until the
new drug benefit is implemented on January 1, 2006. In addition to providing enrollees with discounts on covered prescriptions, a key part of the program is a subsidy of up to $630 a year ($600 Transitional Assistance (TA)
plus a maximum $30 enrollment fee) for eligible lower-income beneficiaries, if they do not have certain other drug coverage. To adm inister the
Program, the Plan and HOI entered into agreements with Medical Security
Card Company (MSC), a third-party vendor, at a specified fee per confirmed
enrollee . As sponsors, the Plan and HOI are ultimately responsible for the
administration of the Program according to the terms of their contracts
with CMS . This program arrangement meet s the definition of an uninsured
plan (i.e., the Plan and HO I carry no insurance risk) and accordingly, claims
expenses and the corresponding reimbursements from CMS are not
refl ected in the consolidated statements of income and comprehensive
incom e.
Litigation
In the normal course of its business operations, the Company is involved in
routine litigation from time to time with insureds, beneficiaries and others,
and a number of such lawsuits were pending at December 31, 2004. With
respect to this routine litigation, in management's opinion and based upon
the advice of legal counsel, the aforementioned litigation and claims will not
have a material adverse effect on the Company's financial position, results
of operations, or cash flows. An increasing number of claims, however, are
being made for substantial non-economic or extra-contractual damages,
particularly from provide rs. For example, the Company, t ogether with most
of the other Blue Cross and/or Blue Shield organi zations, was named as a
defendant in two separate federal class action lawsuits t hat allege denied,
dimi nished and delayed payments. The Company's management believes
that it has valid defenses to these lawsuits and is defending itself vigorously. The effect of an unfavorable outcome in one or more of these legal matters cannot be determined at th is time, howeve r, if adverse, it could be
material to the financial position, results of operations, and cash flows of
the Company.
In July 2003, the U.S. District Court for the Southern District of Illinois held
that the cash balance and pension equity formu la used in International
Busin ess Machine's ("I BM") pension plan violated certain provisions of
ERISA. The IBM decision conflicts wit h the decisions from two other district courts, and IBM is appealing the decision. The Company will continue
to mon itor the outcome of the IBM decision and any potential impact on
the Company's pension plan.
Other Commitments
In 2002, the Company entered into a contract for software licensing and
mai ntenance that provides fixed pricing for usage of all eligible programs
through December 3 1, 2007, subject to periodic amendment. While the
Com pany has the right to terminate this contract at each anniversary date,
costs of approximately $15 million are expected to be incurred over the
rem aining contract term.
11. S hort-Term Borrowings and Long-Term Debt
Short-Term Borrowings
On July 31, 2003, the Company executed a one-year term loan agreement
with Bank of America, under which the Company may borrow up to
$50 million at a floating rate under this uncollateralized revolving facility,
which was renewed for an additional year on July 30, 2004. The floating
rate was based on one-month London Interbank Offered Rates (LIBOR)
plus 0.70 % per annum, but upon renewal was reset at LIBOR plus 0.25%
per annum. Agreements govern ing borrowing include covenants, which
serve to limit asset acquisitions and dispositions and any material changes
in general lines of business. Commitment and facility fees were paid quarterly based on the unused and used portions of the fac ility. The Company
did not have short-term borrowings outstanding on th is faci lity at
December 31, 2004 or 2003. The weighted average interest rate on these
borrowings was 2.0% in 2004, and the interest paid by the Company was
significantly less than $1 million . In 2003, there were no borrowings under
this facility, and commitment fees pa id were significantly less than $ 1 million.
Long-Term Debt
In 2001, the Company marketed a $150 million surplus note series pursuant to
Rule 144A under the Securities Act of 1933, which was fully completed in
2002 . The terms of the surplus notes include a ten-year maturity with a

coupon rate of 8.25% , semi-annua l interest payments scheduled on May
15 and November 15, and principal due at maturity. As of December 31,
2004 and 2003, the outstanding surplus notes tota led $150 mi llion in aggregate maturity value with an effective rate of interest of 8.37% for each
year.
The surplus notes are expressly subordinated in right of payment to all
existing and future claims and senior indebtedness. They are also subject
to provisions of the Liquidation Act whereby the holders of claims and senior indebtedness can be afforded greater priority under Section 631 .271 of
the Florida Statutes. Payments of interest and repayment of principal are
subject to prior approval of the OIR .
As of December 31, 2004 and 2003, the carrying va lue of the surplus notes
was $149 million, and annual interest paid was $12 million for each year.
Issue costs related to the surplus notes were reported as a deferred
charge on the consolidated balance sheets and amortized using the
straight-line method over the term of the notes. The balance of these issue
costs was $2 million, net of accumu lated amortization for both 2004 and
2003. The discount portion is amortized using the effective interest
method.
12. Policyholders' Equity
Following is a summary of changes in policyholders ' equity for the years
ended December 31 :

2004

2003

(in millions)

Policyholders' equity, beginning of yea r
Net income
Other
Other comprehensive income:
Minimum pension liability adjustment,
net of deferred income taxes
Change in net unrealized ga ins on invest ment s,
net of deferred income taxes
Policyholders' equity, end of year

$

1,530

$ 1, 173

297

281
(1)

$

4

18

29

59
$ 1,530

1,860

At December 31, 2004 and 2003, the Company's majority-owned subsidiary,
Florida Combined Life Insurance Company, Inc. (FCL), had 100,000 shares of
$1 par value voting non-participating preferred stock authorized, issued and
outstanding, under a reciprocal agreement with Companion Life Insurance
Company of South Carolina (CLIC). The stock pays annual dividends at the
rate of $5 per share and is cumulative and non-participating. In addition, the
stock may be wholly or partially redeemed by FCL at the price of $100 per
share upon providing 30 days notification - see Note 13.
Under the terms of this reciprocal agreement, the Company purchased
100,000 shares of 5% cumulative preferred stock in CLIC, at $100 per
share, for a total investment of $10 million. In the event FCL redeems its
stock, then the Company has the option to require that CLIC redeem their
stock purchased by the Company. If CLIC fails to redeem within 30 days of
the request, then the Company has the right to sell its investment in CLIC
to CLIC's majority shareholders - see Note 13.
13. Subsequent Events
Redemption of Preferred Stock
On January 1, 2005, FCL redeemed all outstand ing shares (100,000) of the
5% cumulative preferred stock issued to CLIC at the redemption price of
$100 per share plus accumulated dividends, or $10 million, which resulted
in FCL becoming a wholly owned subsidiary. Under the terms of a reciprocal agreement, CLIC redeemed al l outstanding shares (100,000) of preferred stock issued to the Company at a redemption price of $100 per
share plus accumulated dividends, or $10 million. Th is transaction did not
result in a gain or loss to either party.
Alliance with Arkansas Blue Cross Blue Shield
In February 2005, the Company approved a contingent definitive agreement with Arkansas Blue Cross Blu e Shield to proceed with a f ifty/fifty joint
venture to offer certain diversified business products, services and operations presently offered or conducted by each entity or through their affi liates, contingent upon regulatory approval. Concurrent with the formation of
the joint venture, the Company will contribute approximate ly $6 million and
the ownership of FCL and FCIA with a net book value at December 31 ,
2004, of $42 million.

